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Pis a public utility engaged in the retai
distribution of natural gas, electricity, and rel ated
services. In 1987, in response to the enactnent of
sec. 451(f), I.R C, P nodified its nmethod of
accounting for tax purposes to coincide with its
financial and regul atory accounting nmethod and nmade a
sec. 481 adj ustnent.

Federal incone tax rates were reduced in 1986
pursuant to the Tax Reform Act of 1986, Pub. L. 99-514,
sec. 821, 100 Stat. 2372, creating an excess in
deferred Federal incone tax. P was required to adjust
utility rates from 1987 through 1990 to conpensate for
this overcollection.

Held: P s nethod of accounting for utility
services fromthe unbilled period violates sec. 451(f)
and nust be disallowed. Held, further, P nmust adjust
the sec. 481 adjustnent it made in 1986 to include
revenue attributable to gas costs fromthe unbilled
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period as of Dec. 31, 1986. Held, further, Ps rate
reductions from 1987 through 1990 to conpensate for
excess deferred Federal income tax are not deductible
busi ness expenses within the neaning of sec. 1341, and,
therefore, Pis not entitled to the benefici al

treat nent of sec. 1341.

David E. Jacobson and Richard P. Swanson, for petitioner.

Robert M Morrison and J. Anthony Hoefer, for respondent.

COHEN, Judge: Respondent determ ned the follow ng
deficiencies in the Federal incone tax of M dAmerican Energy

Conpany (petitioner):

Tax Year Ended Defi ci ency
Dec. 31, 1984 $ 698,682
Dec. 31, 1987 171, 396
Dec. 31, 1988 994, 913
Dec. 31, 1989 1, 457, 191
Dec. 31, 1989 715, 208
Nov. 7, 1990 391, 914
Dec. 31, 1990 5,121, 384

On Novenber 7, 1990, a nerger took place, resulting in a short
tax year

After concessions by the parties, the issues for decision in
t hese consol i dated cases are whether petitioner’s accrual of
income fromfurnishing utility services was in accordance with
section 451(f) and whether the anount reported by petitioner
pursuant to section 481 for 1986 adequately reflects the change
i n accounting nmethod under section 451(f) (the unbilled revenue

i ssues), and whether petitioner is entitled to relief under
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section 1341 for its reduction in utility rates from 1987 through
1990 to conpensate for excess deferred Federal incone tax.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipul ated, and the stipul at ed
facts are incorporated in our findings by this reference.

Petitioner, a public utility, is a subsidiary of M dAnmerican
Ener gy Hol di ng Conpany and is the successor in interest to
M dwest Resources, Inc. (M dwest Resources), a corporation forned
under the laws of lowa. At the tine the petitions in these cases
were filed, petitioner’s principal place of business was in
Des Moines, lowa. Predecessors in interest of Mdwest Resources
whose Federal inconme tax returns are in issue in these cases
i nclude I owa Resources, Inc., and M dwest Energy Conpany. Any
reference to petitioner herein includes its predecessors.

Petitioner engages in the retail distribution of natural gas
(gas), electricity, and related services to residential,
commercial, and industrial custoners in Mnnesota, |owa,

Nebraska, and South Dakota. |In the ordinary course of business,
petitioner purchases gas and either resells it to its custoners

or consunes it to generate electricity for its custoners. During
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the years in issue, petitioner was an accrual mnethod taxpayer
reporting, except for 1990, on a cal endar year basis.

Petitioner’s operations are subject to the rules and
regul ati ons of Federal and State agencies, including the Federal
Energy Regul atory Comm ssion (FERC), the lowa Utilities Board
(1uB), the Mnnesota Public Utility Conm ssion, the South Dakota
Public Utility Conm ssion, and certain nunicipal governnents in
Nebraska (regul atory agencies). Under established procedures,

t hese regul atory agencies prescribe the rates at which petitioner
may sell gas and electricity (approved tariff rates), the
accounting nmethods and practices that petitioner may adopt for
regul atory and financial accounting purposes, the billing
practices, the paynent practices, and other ternms and conditions
for the sale of gas and electricity to its custonmers. The
approved tariff rates for gas are generally made up of gas costs
and the nongas margin. The nongas margin represents the recovery
of all costs other than gas costs, including physical plant

costs, neter-readi ng expenses, and | abor and ot her nongas rel ated
expenses, as well as overhead and a reasonable rate of return.
The approved tariff rates for electricity include several
conponents in addition to costs incurred to supply energy.

Pur chased Gas Adj ust ment

Petitioner inplenments approved tariff rates for gas using

t he purchased gas adjustnment (PGA) nechanism Once rate
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schedul es and procedures are approved by the regul atory agenci es,
t he PGA nechanism allows petitioner to recognize fluctuations in
gas costs quickly and to incorporate those changes in its
custonmers’ bills without formal rate-setting procedures.
Accordingly, petitioner can recover its gas costs on a tinely
basi s throughout the year.

The period that the PGA nmechani sm covers runs from
Septenber 1 of the first year to August 31 of the follow ng year
(the PGA year). As part of the PGA nmechanism certain
di scl osures are required throughout the year, including an annual
PGA filing, nonthly PGA filings, and an annual PGA reconciliation
filing. The annual PGA filing is nmade prior to August 1 of each
year and estimates antici pated sal es and expenses for the
upcom ng PGA year. In the annual PGA filing, projected gas costs
are established and incorporated into the approved tariff rates.
This projection is based on gas actually used and actually billed
during the previous year with adjustnents for weather
normal i zati on.

Periodic PGA filings are made throughout the cal endar year
at the end of each calendar nonth to adjust the billing rate to
refl ect near-concurrent gas costs, as the price of gas
fluctuates. Accordingly, each nonth, rates that are set forth in
the annual PGA filing are increased or decreased w thout norma

rate-setting procedures by a pricing adjustnent factor (PGA
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factor). The PGA factor is calculated based upon the wei ghted
average per unit price of gas for the upcom ng nonth, using sales
vol une that was established in the annual PGA filing. Each
mont h, the PGA factor, together with the approved tariff rate, is
applied to the gas usage to determ ne how nuch is billed to each
cust oner .

The final filing requirenent of the PGA nmechanismis the PGA
reconciliation filing. This filing is made by Cctober 1 and
conpares estinmated gas costs with actual gas revenues that are
billed through the PGA nmechani sm during the year, net of the

prior year’s PGA reconciliation. Negative differences in the

reconciliation are underbillings, and positive differences are
overbillings. Petitioner internally tracks over and/or
underbillings for each nonth of the PGA year. The cunul ative

annual over or undercollection is recorded in the annual PGA

reconciliation. Underbillings are recouped through 10-nonth
adjustnments to the PGA factor fromwhich the underbilling was
generated. Overbillings are returned to the custoner class from

whi ch they were generated either by bill credit, check, or 10-
nmont h adj ustnments to the PGA factor fromwhich the overbillings
were generated. If, however, the overcollection exceeds

5 percent of the annual cost of gas subject to recovery for a
speci fic PGA grouping, the anount overbilled is refunded by bil

credit or check. |If a discrepancy between estimated nongas
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mar gi n and actual nongas costs exists, petitioner is not entitled
to use the PGA nechani sm as described above, to adjust its
anti ci pated nongas nmargi n revenues.

Ener gy Adj ustnent C ause

Petitioner adjusts approved tariff rates for electricity
using the energy adjustnment clause (EAC), a nmechanismsimlar to
the PGA nechanism Approved tariff rates for electricity are set
at the beginning of each year, and the EAC nechani sm al | ows
petitioner to adjust periodically the approved tariff rates for
electricity to recover increases in the costs of supplying
energy, including fluctuations in gas costs that are used to
generate electricity. The cost adjustnents are determ ned on a
mont hly basis and are applied to neter readi ngs nmade during the
month. Yearly and nonthly filings are required as part of the
EAC nechani sm but reconciliations are incorporated on a nonthly
basis, alleviating the need for a yearly reconciliation.

Petitioner’s Accounting Mthod

In order to balance its workl oad each nonth, petitioner
reads nmeters and bills custoners for gas and electricity based on
21 billing cycles. Accordingly, petitioner reads its custoners’
meters every nonth on 21 different schedul es and, on that basis,
submts bills for the price of gas actually consuned by each

custoner fromthe last neter reading to the current neter
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reading. The amount of utility service that is provided from
meter reading to neter reading i s the revenue nonth usage.

Prior to 1982, petitioner reported inconme for financial,
regul atory, and tax accounting purposes on the cycle
nmet er-readi ng nethod. Under this nmethod, if the neter-reading
date fell within the current taxable year, the incone
attributable to utility services provided on or before the
readi ng date was included in gross incone in that taxable year.
Any utility service provided to custoners within the current
taxabl e year but after the last neter-reading date of such year
was not recognized as incone until the follow ng taxable year.

In 1982, petitioner changed its nethod of accounting for
financial and regul atory accounting purposes fromthe cycle
nmet er-readi ng nethod to the accrual nethod of accounting. Under
the accrual nethod of accounting, the sales price of gas and
electricity consunmed after each custoner’s |ast neter-reading
date to Decenber 31 (unbilled period) was recorded as unbilled
revenue. Unbilled revenue consists of two conponents: (1) Nongas
margin and (2) gas costs of utility services provided to
custoners during the unbilled period (unbilled gas costs).
However, on Decenber 31, an adjustnment was made to reduce
unbill ed revenue by the anount of unbilled gas costs. For tax
pur poses, petitioner continued to report taxable incone on the

cycle neter-readi ng net hod, nmeking adjustnents on Schedule M1 on
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its Federal incone tax returns to reflect the difference between
tax and financial accounting for unbilled revenue.

In 1987, petitioner changed its nmethod of accounting for
Federal incone tax purposes and began including unbilled revenue
in taxable inconme. Consistent with its financial and regul atory
accounting nethod, petitioner reduced unbilled revenue by the
anount of unbilled gas costs, leaving only the nongas margi n as
part of taxable incone. As part of its change in nmethod of
accounting, petitioner nmade a section 481 adjustnent to include
in incone the amount of revenue attributable to the unbilled
period as of Decenber 31, 1986. This adjustnment was reduced by
unbill ed gas costs as of Decenber 31, 1986. |In years thereafter
petitioner made Schedule M1 adjustnments to reflect the reduction
in unbilled revenue by the unbilled gas costs anounts.

Def erred Tax Expense

Federal incone tax is also a conponent of the approved
tariff rates that petitioner charges its custoners. However, the
Federal inconme tax that petitioner uses in determ ning approved
tariff rates is generally different fromactual Federal incone
tax currently owed to the Governnent. This is attributable to
timng differences of recognizing itens of inconme and expense.

For exanple, straight-line depreciation is used for rate-nmaking
pur poses, while accelerated depreciation is used to calculate

current Federal incone tax. |In earlier years, when accel erated
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depreci ati on exceeds straight-line depreciation, the timng
difference causes a utility to collect nore than the utility
currently owes to the Governnment. This excess of Federal incone
tax collected is referred to as the deferred Federal incone tax
expense and represents Federal inconme tax to be paid by
petitioner in subsequent years when depreciation for rate-nmaking
pur poses exceeds depreciation for Federal incone tax purposes.
The utility uses amounts it overcollected in earlier years to pay
Federal inconme tax it owes in later years. Deferred tax expense
is tracked using a deferred Federal incone tax account. If
Federal inconme tax rates remain constant, the deferred Federal
inconme tax account will zero out over the useful life of the
under | yi ng assets.

In years prior to 1987, petitioner collected revenues based
on a 46-percent Federal incone tax rate and increased the
deferred Federal incone tax account by the anount that
col l ections exceeded the current Federal incone tax. The Tax
Ref orm Act of 1986 (TRA), Pub. L. 99-514, sec. 821, 100 Stat.
2372, effective for 1987 and years thereafter, reduced corporate
Federal inconme tax rates from 46 percent to 39.95 percent in 1987
and to 34 percent in 1988. As a result, petitioner’s accunul ated
deferred Federal incone tax as of Decenber 31, 1986, exceeded the
anount of Federal inconme tax that petitioner would be expected to

pay in future years.
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The regul atory agencies had the authority to require
petitioner to adjust rates to reflect such an excess, but TRA
section 203(e), 100 Stat. 2146, provided that the normalization
provi sions of sections 167 and 168 would be violated if a utility
reduced its excess deferred Federal incone tax reserve nore
rapidly than as provided under the average rate assunption nethod
(ARAM. This TRA provision generally applies to those excess
deferred Federal incone taxes attributable to timng differences
relating to depreciation and property classifications described
in sections 167(a)(1) and 168(e)(3) (protected excess deferred
Federal incone tax). Under ARAM the protected excess deferred
Federal inconme tax can be reversed only through rate adjustnents
as the timng differences that created themreverse.

Accordingly, the protected excess deferred Federal incone tax is
reduced ratably over the underlying asset’s remaining useful
life, consistent wwth normalization, by reducing future utility
rates.

Consi stent with these provisions, petitioner began reducing
its protected excess deferred Federal inconme tax account in
Novenber 1987 by reducing utility rates. This continued through
1990. The rate reductions were allocated to each custoner class
based on each custoner class’s contribution to the excess
deferred Federal incone tax, but rate reductions were not

specifically allocated to custonmers who paid pre-1987 utility
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fees. None of petitioner’s custonmers who paid pre-1987 utility
rates and subsequently left petitioner’s service asserted clains
agai nst petitioner for repaynent or refund of the excess deferred
Federal inconme tax. Petitioner was not required to nor did it
i ssue refund checks or billing credits to its custoners, and the
regul atory agencies also did not require petitioner to pay
interest on anounts returned through rate reductions.

Petitioner’s 1987, 1988, 1989, and 1990 Federal incone tax
returns used the nethod of accruing unbilled revenue, as set
forth above, in calculating taxable inconme. Also for those
years, petitioner clainmed section 1341 relief for the anmount in
which it reduced utility rates to conpensate for excess deferred
Federal inconme tax. Respondent audited petitioner’s 1987, 1988,
1989, and 1990 Federal incone tax returns. Upon review,
respondent rejected petitioner’s method of accruing unbilled
revenue (unbilled revenue issue) and denied petitioner’s clains
for relief under section 1341 for rate reductions associated with
excess deferred tax (section 1341 issue).

OPI NI ON

Unbi I | ed Revenue |ssues

The unbilled revenue issue is essentially an accounting
di spute. Petitioner maintains that its regular nmethod of
accounting, which uses the PGA and EAC nechani sns to recover gas

costs, already includes Decenber gas costs in the taxable year
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and that to accrue revenue fromgas costs for the period
foll ow ng the Decenber neter-reading date to Decenber 31
(unbilled period) results in double counting. Respondent
contends that petitioner’s nmethod of accounting fails the
requi renents of section 451(f) and that petitioner nust include
in taxabl e inconme anounts attributable to utility services, gas
costs and nongas margin, provided during the taxable year,
i ncluding the unbilled period.

Section 446(a) generally provides that taxable incone shal
be conputed under the nethod of accounting that the taxpayer
regularly uses to conpute inconme for financial accounting
purposes. |f such nethod of accounting does not clearly reflect
i ncome, “the conputation of taxable incone shall be made under
such nethod as, in the opinion of the Secretary, does clearly
reflect incone.” Sec. 446(b).

Prior to the passage of section 451(f) in the Tax Reform Act
of 1986, Pub. L. 99-514 sec. 821, 100 Stat. 2372, petitioner
recogni zed taxable inconme fromutility services based on the
taxabl e year in which its custonmers’ utility neters were read
(the cycle neter-reading nethod). See Rev. Rul. 72-114, 1972-1
C.B. 124. Under the cycle neter-reading nethod, utility services
provided to custonmers during the unbilled period were not
recogni zed as incone until the follow ng taxable year. See id.

Recogni zing that the cycle neter-reading nmethod allowed utilities
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to defer yearend incone, S. Rept. 99-313, 1986-3 C.B. (Vol. 3),
120-121, Congress passed section 451(f).

Section 451(f)(1) provides:

In the case of a taxpayer the taxable incone of which

i s conputed under an accrual nethod of accounting, any

incone attributable to the sale or furnishing of

utility services to custoners shall be included in

gross incone not later than the taxable year in which

such services are provided to such custoners.
This section effectively requires taxpayers to di scontinue using
the cycle neter-readi ng nmethod of accounting and adopt a net hod
of accounting that includes taxable inconme fromutility service
provi ded during the taxable year, including the unbilled period.

Effective for 1987 and years thereafter, petitioner changed
its nmethod of accounting for tax purposes and began accrui ng
utility fees attributable to nongas margin fromthe unbilled
period. Petitioner did not, however, nmake an accrual for utility
fees attributable to gas costs fromthe unbilled period.
Consistent with this change in nethod of accounting, petitioner
made a section 481 adjustnent, including in taxable incone that
portion of utility fees fromthe unbilled period attributable to
t he nongas margin, as of Decenber 31, 1986.

Petitioner’s nmethod of accounting violates the literal
requi renents of section 451(f) because it does not accrue utility
fees attributable to gas costs fromthe unbilled period. 1In

practice, petitioner calculates taxable inconme using neter

readi ngs as a proxy for actual utility services provided during
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t he cal endar year and makes an accrual for nongas margin fromthe
unbill ed period. According to section 451(f), a utility nust
include in taxable inconme the revenue attributable to utility
services provided during the taxable year. See S. Rept. 99-313,
supra, 1986-3 C.B. (Vol. 3) at 120-121. Uility services are
“provi ded” when such services are nade avail able to, and used by,
the custonmer. 1d. “The taxable year in which services are
treated as provided to custoners shall not, in any manner, be
determ ned by reference to (i) the period in which the custoners’
meters are read, or (ii) the period in which the taxpayer bills
(or may bill) the custoners for such service.” Sec.
451(f)(2)(B). On average, petitioner’s nmethod of accounting
includes in taxable inconme utility services provided from
Decenber 15 of the prior year to Decenber 15 of the current year.
Wth respect to the unbilled period, we see no difference in
petitioner’s treatnent of revenue fromgas costs under its
current nethod of accounting and the cycle neter-readi ng net hod
of accounting that section 451(f) was intended to elim nate.
VWiile it is true that a full year’s worth of inconme fromutility
service is included in determ ning taxable incone, the included
year is not the sane as the year intended by section 451(f).
Congress there specified that the inconme attributable to utility
services must be reported for the sane year in which the services

wer e provi ded.
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Petitioner contends that its agency-inposed accounti ng
met hod, which uses the PGA and EAC nechani sns to recover current
gas costs, allows petitioner to recover Decenber gas costs and
alleviates the need to accrue gas costs fromthe unbilled period.
We disagree. Section 451(f) focuses on the inclusion of inconme
fromutility services actually provided during the taxable year,
and the PGA and EAC nmechani snms address only the pricing of
utility services billed. Irrespective of its pricing nmechanisns,
petitioner is still using nmeter readings as a proxy for utility
services actually provided during the taxable year in direct
contravention of section 451(f). It is also well settled that
consi stency with agency-inposed accounting practices is not
determ native of the adequacy of petitioner’s accounting nethod

for tax purposes. See Thor Power Tool Co. v. Conmm ssioner, 439

U S. 522, 542-543 (1979) (there are “vastly different objectives
that financial and tax accounting have”, and “any presunptive
equi val ency between tax and financial accounting would be
unacceptable.”), affg. 563 F.2d 861 (7th Gr. 1977), affg. 64
T.C. 154 (1975). Accordingly, we conclude that petitioner’s
accounting nmethod violates the requirenments of section 451(f).
To reflect properly the requirenents of section 451(f) and
prevent double counting, petitioner’s section 481 adjustnent in
1986 shoul d have al so included the unbilled revenue attri butable

to gas costs fromthe unbilled period as of Decenber 31, 1986.
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In years thereafter, an adjustnent should have been nade to
January bills renoving revenues fromthe unbilled period of the
prior taxable year, and a correspondi ng adjustnent shoul d have
been made to include revenue fromthe unbilled period for the
current year for both gas costs and nongas margin. The rel evant
| egi sl ative history suggests:

where it is not practical for the utility to determ ne

t he actual anmount of services provided through the end

of the current year, this estimte may be nmade by

assigning a pro rata portion of the revenues determ ned

as of the first neter reading date or billing date of

the follow ng taxable year. [See S. Rept. 99-313,

supra, 1986-3 C.B.(Vol. 3) at 121.]
Respondent has nmade the necessary adjustnent in the statutory
notice, and respondent’s determ nation of this issue is

sust ai ned.

Section 1341 |ssue

Petitioner also argues that it is entitled to section 1341
treatnment for the anount by which it reduced utility rates from
1987 to 1990 to conpensate for excess deferred Federal incone
taxes. Section 1341(a) provides in pertinent part:

SEC. 1341(a). In General.--If-—-

(1) an itemwas included in gross incone for
a prior taxable year (or years) because it
appeared that the taxpayer had an unrestricted
right to such item

(2) a deduction is allowable for the taxable
year because it was established after the close of
such prior taxable year (or years) that the
t axpayer did not have an unrestricted right to
such itemor to a portion of such item and
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(3) the amobunt of such deduction exceeds
$3, 000,

then the tax inposed by this chapter for the
t axabl e year shall be the | esser of the
fol | ow ng:

(4) the tax for the taxable year
conputed with such deduction; or

(5) an amount equal to-—-

(A) the tax for the taxable year
conputed w t hout such deduction, m nus

(B) the decrease in tax under this
chapter * * * for the prior taxable year (or
years) which would result solely fromthe
excl usion of such item (or portion thereof)
fromgross income for such prior taxable year
(or years).

Section 1341 was enacted by Congress to mtigate the
sonetimes harsh results of the application of the claimof right

doctrine. See United States v. Skelly Gl Co., 394 U S. 678, 681

(1969). Under that doctrine, a taxpayer nust recogni ze i ncone
for an itemin the year it is received under a claimof right
even if it is later determned that the right of the taxpayer to
the itemwas not absolute and it is returned in a subsequent

year. See North Am QI Consol. v. Burnet, 286 U S 417, 424

(1932). Although the taxpayer is allowed to take a deduction in
the year of return for the anount of the item the deduction

woul d fail to nmake the taxpayer whole if the applicable tax rate
was higher in the year of recognition than it was in the year of

return. See United States v. Skelly Gl Co., supra. Section
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1341 makes the taxpayer whole by reducing taxable incone in the
year of return by the anmount of the allowabl e deduction or by
giving a credit in the year of return for the hypothetical
decrease in tax that would have occurred in the year of
recognition had the item been excluded frominconme in that year.
The taxpayer may use whi chever nethod is nost beneficial. See
sec. 1.1341-1(i), Incone Tax Regs.

Prior to 1987, the paynents that petitioner received from
its custonmers for utility services included a deferred Federal
i ncome tax conmponent attributable to accel erated depreciation.
Petitioner paid Federal income tax on those anounts at a rate of
46 percent. Federal income tax rates were reduced in 1986 to
39.95 percent for 1987 and to 34 percent for 1988 and years
thereafter, creating an excess in petitioner’s deferred Federal
i ncone tax account. Petitioner corrected this excess by reducing
utility rates that were charged to its custonmers from 1987
t hrough 1990. However, due to the reduction in rates, petitioner
paid a greater anount of tax in years prior to 1987 than the tax
benefit it received from 1987 to 1990 when it reduced its utility
rates. Accordingly, on its Federal incone tax returns for 1987
t hrough 1990, petitioner clainmed section 1341 relief.

The first requirenent of section 1341(a)(1l) is that the item
in question be included in taxable incone by the taxpayer because

it appeared that the taxpayer had an unrestricted right to the



- 20 -
item Respondent argues that petitioner fails to neet this
requi renent because it had an actual, and not an apparent,
unrestricted right to income fromutility fees that it collected

prior to 1987. See, e.g., Kraft v. United States, 991 F. 2d 292,

299 (6th Gr. 1993); Bailey v. Conmm ssioner, 756 F.2d 44, 47 (6th

Cr. 1985); Van Ceave v. United States, 718 F.2d 193, 196-197

(6th Gr. 1983); Prince v. United States, 610 F.2d 350, 352 (5th

Cr. 1980). Petitioner asks us to adopt the substantial nexus
test recently adopted in two separate Federal District Court
opinions on fact patterns nearly identical to the one at hand.

See Dom nion Resources, Inc. v. United States, 48 F. Supp.2d 527

(E.D. Va. 1999); WCOR Inc. v. United States, 84 AFTR2d 99- 6905,

99-2 USTC par. 50,951 (E.D. Ws. 1999). W do not resolve this
di spute over the proper test, however, because of our concl usion
that petitioner does not satisfy another requirenment for relief
under section 1341.

The second requirenment that petitioner nust satisfy, in
order to qualify for relief under section 1341, is that a
deduction nust be allowable in the year of return for the refunds
that were made. Respondent argues that petitioner fails to neet
this requirenment because petitioner’s rate reductions from 1987
to 1990 do not qualify as deductible expenses within the neaning
of section 1341(a)(2). Petitioner maintains that the right to

cl aima deduction under section 162 for funds or property
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returned after a taxpayer has previously included such funds or
property in incone rests in the claimof right doctrine itself.

United States v. Skelly Gl Co., supra at 680-681; North Am G|

Consol . v. Burnet, supra at 424(stating that, if the taxpayer

were obliged to refund anounts previously included under the
claimof right doctrine, it would be entitled to a deduction when
t he anbunt was returned).

This issue was recently addressed in both Dom ni on

Resources, Inc. v. United States, supra, and WCOR, Inc. V.

United States, supra, with the courts reaching different

conclusions. The court in Dom nion Resources held that the

return of excess deferred Federal inconme tax is a deductible

expense, whereas, in WCOR, Inc., the court distinguished

Dom ni on Resources and decided that a mere reduction of future

utility rates did not constitute a deducti bl e business expense.

See also Florida Progress Corp. & Subs. v. Commi ssioner, 114 T.C.

~_(2000) (also filed this date).

The use of the word “deduction” in section 1341(a)(2) limts
section 1341 applicability to refunds or returns that would
ot herw se be deducti bl e under another section of the Internal

Revenue Code. United States v. Skelly Gl Co., supra at 683.

Therefore, the decision on this issue depends upon whether the

return of excess deferred Federal incone tax by petitioner is an
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ordi nary and necessary busi ness expense deducti bl e under section
162.
Respondent argues that there is a difference between a nere
rate reduction on future sales to take into account
overrecoveries in a previous year and an expense for which a

deduction is allowable. See, e.g., Roanoke Gas Co. v. United

States, 977 F.2d 131 (4th Gr. 1992); lowa S. Uils. Corp. v.

United States, 841 F.2d 1108 (Fed. Cir. 1988); Southwestern

Energy Co. v. Comm ssioner, 100 T.C 500 (1993).

In lowa S. Uils. Corp., a taxpayer utility collected a

surcharge fromits custoners in order to help finance the
construction of a new power plant. The regul atory agency
approved the surcharge on the condition that the surcharge woul d
be refunded by the taxpayer without interest to custoners over
the next 30 years. The taxpayer argued that the obligation to
refund was a liability satisfying the all events test of section
461 and that it was entitled to a current deduction for the ful
anmount of the refunds it expected to make during the next

30 years. lowa S. Utils. Corp. concerned tax years prior to the

date when the econom c performance rules of section 461(h) went
into effect. The Court of Appeals held that the taxpayer did not
have a deductible liability to refund, but, instead, the refunds

resulted froma regulatory policy setting the allowable rates for
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future electric services. See id. at 1113. 1In reaching its
concl usion, the court stated:

In reality, lowa Southern nust be viewed sinply as

enj oyi ng higher rates, and greater incone, during the

construction period, and | ower rates, and presunmably

| ess inconme, during the thirty years that foll ow

conpletion of the plant. As aresult, it is also

incorrect to view the change in the rate structure as a

cost of goods sold. * * * [ld. at 1114.]
One of the factors considered by the court was that future
refunds were to be made to future custoners, sone of whom were
not in privity wwth the custoners who paid the original surcharge

during plant construction. See Chernin v. United States, 149

F.3d 805, 816 (8th G r. 1998).

I n Roanoke Gas Co., the taxpayer collected utility fees that

were based on the costs that it incurred for purchasing gas. Due
to the lag between the effective date of a price change for gas
and inplenentation of a rate adjustnent to reflect this change,

t he taxpayer overcollected fromits custoners when gas prices
dropped. The taxpayer was required at the end of each year to
determ ne the amount, if any, that it had overcollected and to
adj ust rates accordingly for the next year. The taxpayer cl ained
that the obligation to refund excessive collections through a
rate adj ustnment constituted a deducti bl e busi ness expense. The
years in issue predated the section 461(h) econom c performance

rul es.
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In holding that the taxpayer was not entitled to a current
deduction for refunds not yet nmade, the court, relying on lowa S.

Uils. Corp., found that the taxpayer’s obligation to refund was

not a deductible liability but was nmerely an obligation to reduce

its future inconme. See Roanoke Gas Co. v. United States, supra

at 136-137. The Court of Appeals pointed to several factors that
supported its determnation. First, rather than an actua
movenent of funds fromthe taxpayer to its custoners, a setoff on
custoners’ bills was used as the mediumfor carrying out the
refunds. Second, the identity of the custoners who received the
refunds was not identical to the custoners who had overpaid funds
in the earlier year of overcollection. Finally, no interest
conponent was included with the refund for the tine span between
when the refunds were ordered by the regul atory agency and when
the refunds were actually carried out on custoners’ bills. In
the view of the court, these factors, when conbi ned, made the
refunds resenble a reduction in future incone rather than a
deducti bl e expense.

The decision of this Court in Southwestern Energy was based

on facts nearly identical to those of Roanoke Gas Co. This Court

recogni zed that there is a difference between an expenditure,
deducti bl e under section 162, and a nere reduction in incone
under a regulatory requirenment that a taxpayer utility conpute

its rates in a manner that offsets overrecoveries froma previous
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year. See Southwestern Energy Co. v. Conm ssioner, supra at 505.

In holding that the refund by the taxpayer was a reduction in

i ncone and did not qualify as a deduction, this Court pointed to
several determning factors. First, no interest conponent was
included with the refund on customers’ bills. Second, the
overrecoveries were not anmpbunts that exceeded the rates approved
by the regul atory agencies and thus were collected as part of an
aut hori zed rate schene. Third, the identity of the custoners who
received the refunds was not identical to the custoners who had
overpaid funds in the earlier year of overcollection. Finally,
there was no current outlay of funds involved but, instead, a
setoff that reduced inconme that woul d ot herw se have been
received in a |later year. These factors, when conbi ned, nmade the
refunds nore resenble a reduction in future inconme than a
deducti bl e expense.

In these cases, a reduction in future rates occurred to take
into account overrecoveries in earlier tax years. Petitioner
reduced utility rates based on each custoner class’ contribution
to excess deferred Federal inconme tax but did not match
reductions to custoners who actually contributed to the excess.
Rat her, petitioner returned the excess deferred Federal incone
tax to custoner classes based upon current energy consunpti on,
not upon anounts each individual custonmer actually overpaid

during the years of overrecovery; rate reductions also applied to
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custoners who were not custoners of petitioner during the years
of overcollection because they had only recently noved into
petitioner’s service area. There was also no interest conponent
to the rate reductions, and no out-of-pocket paynents in the form
of checks or bill credits were made. In sum petitioner was not
repaying its custoners the excess deferred Federal incone tax
that it collected in prior years. Rather, the rate reductions
served only to reduce incone in future years and did not directly
conpensate petitioner’s custoners for prior overcollection.
Because we conclude that petitioner is not entitled to a
deduction, petitioner fails to qualify for the preferenti al
treatnent of section 1341 for the taxable years in issue.

I n Doni nion Resources, Inc. v. United States, supra, refunds

of the entire anmount of unprotected excess deferred Federa

i ncone tax were nmade to custonmers within 60 days of the

regul atory authority’s order to refund excess deferred Federal

i ncome tax, whereas, in the cases at hand, the returns were
spread out over 3 years. Also, the nedia used by the taxpayer in

Dom ni on Resources to carry out such refunds were wire transfers

to custoners, checks to custoners, or one-tine credits on
custoners’ bills. See i1d. at 532-533. Finally, at |east sone of
the utility s custoners received interest on a portion of their
refund fromthe date when the inconme tax rates |lowered until the

date of refund. See id. at 533. These factors, which differ
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fromthe facts of the cases at hand, conbined to persuade the

District Court in Dom nion Resources that the refunds were nore

i ke deducti bl e expenses than future rate reductions.

Qur holding is also consistent wwth our prior opinion in

Andrews v. Conmi ssioner, T.C. Menp. 1992-668. I n Andrews, a

taxpayer, injured while on the job, received excess disability

paynments from Met Life, her insurance carrier, while she was

involved in a legal action with the Social Security

Adm
subj

and

nistration to receive benefits. The paynents were nade
ect to the condition that, if the taxpayer won her dispute

was awarded funds for past Social Security benefits, the

t axpayer would refund the excess disability paynents to the

i nsurance conpany. The taxpayer won her |egal action and

sati
Met
was

rel

sfied her refund obligation by setting off her liability to
Life against future ordinary disability paynments to which she
entitled fromMet Life. This Court denied section 1341

ef, stating that the taxpayer’s return of funds by neans of a

setof f would not qualify as a deduction because:

there has been no “restoration”, i.e., nothing has been
repaid to Met Life by Ms. Andrews. W reject the
contention that, under these facts, there can be a
constructive restorati on when no actual repaynent is
made.

In 1987, Ms. Andrews received all the Soci al
Security paynents to which she had been entitled for
the years 1983 through 1986. At that point, Mt Life
had paid Ms. Andrews nore than it was obligated to
pay, and reduced its paynents to her in subsequent
years until it had setoff its obligation to
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Ms. Andrews by the anmount of Ms. Andrews’ obligation
to Met Life. The paynents which Ms. Andrews received
are properly taken into account in the years in which
she received them There was no constructive
restoration to Met Life in 1987 or any subsequent year,
as no out-of-pocket paynment was made. [ld.; see also
Chernin v. United States, 149 F.3d at 816.]

Petitioner argues that section 1.461-4(9)(3), Incone Tax
Regs., allows for a refund by neans of a setoff to qualify as a
section 162 deducti bl e expense. That section reads in pertinent
part:

(3) Rebates and refunds. |If the liability of a
taxpayer is to pay a rebate, refund, or simlar paynent
to anot her person (whether paid in property, noney, or
as a reduction in the price of goods or services to be
provided in the future by the taxpayer), economnic
performance occurs as paynent is nmade to the person to
which the liability is owed. This paragraph (g)(3)
applies to all rebates, refunds, and paynents or
transfers in the nature of a rebate or refund
regardl ess of whether they are characterized as a
deduction fromgross incone, an adjustnment to gross
recei pts or total sales, or an adjustnent or addition
to cost of goods sold. 1n the case of a rebate or
refund nmade as a reduction in the price of goods or
services to be provided in the future by the taxpayer,
“paynent” is deened to occur as the taxpayer would
otherwi se be required to recogni ze inconme resulting
froma disposition at an unreduced price. * * *

[ Enphasi s added. ]

This regul ati on does not assist petitioner, because there is
no liability of petitioner to repay its custoners. Petitioner
reduced rates in accordance with ARAM but, as set forth above,
it was unable to show that it was conpensating its custoners for
prior overcollections. In addition, section 1.461-4(g)(3),

| ncone Tax Regs., was not in effect for the years in issue. It
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is effective only for years after Decenber 31, 1991. See sec.
1.461-4(k)(3), Inconme Tax Regs.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




